It is well-known that the majority of mutual fund managers, financial planners, and investment advisors hold that investment in equity is the most appropriate way to build funds to meet major goals that are at least five to ten years off. This optimism about future stock returns has also become conventional wisdom for general investors. Many individual investors now expect not only that the stock market will outperform all other kinds of investments, but also that stock returns will exceed their long-run historical averages into the foreseeable future.
It is equally well-known that these expectations are based largely on past experience rather than sound theory. In newspaper or journal articles, introductory textbooks, and news reports, and at professional meetings, the public is bombarded with data showing that in the long run no investment alternative comes close to stocks. In the last decade, for instance, the 15% average annual return on stocks was substantially higher than returns on other securities, as well as higher than the 10% average return on stocks over the previous 100 years. Since 1974, stock returns have been positive in every year except 1987, making the post-1974 period unprecedented in U.S. stock market history going back to 1802 (Golob and Bishop [1997] ). Even during the two-day market turmoil that began on October 2, 1997, when the stock market came as close to a crash as it has since 1987, U.S. mutual funds suffered just over $700 million in net outflows, less than onetenth of one percent of their assets--actually, funds like less-volatile growth and income funds took in over $500 million (Smith and Pethokoukis [1997] ).
But perhaps the most impressive pieces of evidence in favor of long-term profitability of equity investment are the data constructed employing the methodology of the famous set of studies by Ibbotson and Sinquefield [1982] . In the most recent annual update of their work, it has been documented that a one-dollar investment at the end of 1925 in a portfolio of small-company stocks would have grown to a remarkable $4,495.99 through the end of 1996; to $1,370.95 in a portfolio of large-company stocks; to $33.73 in longterm government bonds; and to a mere $13.54 in treasury bills (Ross, Westerfield, and Jordan [1998] ).
To be sure, there are some market analysts who do not believe that the current optimism about the future stock market is warranted. First of all, these skeptics believe that stock prices are too high relative to their fundamental value and anticipate a correction (see, for example, Pennar [1997] ; Welling [1997]; and Zuckerman [1997] ). Few market watchers recommend shifting assets away from stocks, citing examples of stocks like Dell Computer, which two years ago sold at twelve times earnings and is now trading at fortyone times earnings (Smith and Pethokoukis [1997] ).
Second, critics point to increased risk due to globalization, noting that "as we learned on October 27, in a global economy, nobody is immune from shocks heard around the world" (Pennar [1997,p. 38] ) (see also Holstein, Kaye, and Vogelstein [1997] ). In fact, an analyst recently wrote that "sudden shifts of investment flows are the world economy's Achilles' heel" (Samuelson [1997], p. 35 ). Yet some others remind us of the real possibility of profit crunch and/or wage increases as potential threats to stock markets, as well as demographic dangers after 2011 as the baby boomers start selling their retirement funds (Smith and Pethokoukis [1997] ). Quinn [1997,p. 36] notes that investors have forgotten or n ever knew that "the stock market is a risky place." Golob and Bishop [1997] argue that trends in productivity, the labor force, and the capital stock (plant and equipment) cannot sustain today's higherthan-normal stock market returns. Finally, Paul Samuelson [1994] criticizes the current wisdom among many advisors and investors that favors the long-run case for equities, pointing out widely held fallacies and misconceptions.
This article does not focus directly on the future possibilities of the U.S. stock market. Its contribution lies more in shedding additional light on the past. If the widely held belief that stock markets will in the future outperform markets for other securities is based on past experience, then a natural question to ask is whether other industrialized economies have shared this experience. Surprisingly, we find that the Japanese experience is different.
We examine the returns on an initial investment of ¥100 in stock, bond, and convertible bond portfolios in Japan, and show that over a period of eighteen years both the convertible bond portfolio and the bond portfolio grew more than a stock portfolio. In terms of several portfolio performance measures, some adjusted for risk, we show that the performance of stock portfolios compares much less favorably with that of bond and convertible bond portfolios.
THE DATA
All data for Japan (except for the risk-free interest rate from the Bank of Japan), including three stock performance indexes, a bond performance index, and a convertible bond performance index, were obtained from Nikko Securities Co., Ltd. Since the Japanese markets have their peculiarities--such as cross-share holdings--a somewhat detailed description of the data is useful.
Nikko Stock Performance Indexes
Nikko Securities has developed the Nikko stock performance indexes (SPIs), which include, among others, three total stock return indexes: TSE1 (the First Section of the Tokyo Stock Exchange), Composite1 (the First and Second Sections of the TSE, Osaka Stock Exchange, and Nagoya Stock Exchange), and Composite2 (the First and Second Sections of the TSE, OSE, NSE, and the over-the-counter market). Each SPI is a performance index weighted by market value. For consistency over time, rates of return for individual stocks are adjusted for dividend payments and rights, assuming that dividend payments are reinvested.
A distinct feature of the Japanese economic and financial system is Mochiai, crossholdings of stock among publicly traded companies. This system has led to inflated market capitalization figures through double-counting. To address this effect, the SPIs are adjusted for cross-shareholding.
Each SPI yields a cumulative monthly rate of return on a portfolio of the individual issues of common stock weighted by their value, calculated in a two-step procedure. First, the monthly aggregate rate of return, R t , is computed as follows:
where c t-1 is the previous month-end market capitalization, and r t is the monthly rate of return. The SPI is then derived from the time series of the cumulative monthly aggregate rate of return, for the period between December 31, 1979, and December 31, 1997:
(2) SPI t = SPI t-1 (1+R t /100) where SPI t is the current-month index, SPI t-1 is the previous-month index, and Rt is the current-month aggregate rate of return, as computed in (1).
Note that the closing price for each issue on the last business day of the month is used (for all stock issues, the market price is the closing price from the exchange on which a stock issue is most frequently and actively traded, except for TSE issues, for which the TSE closing price is used as the market price). If an issue has a Kehai, an indicative price at which bids or offers are wanted, we use it as the closing price. For issues with no market price at the end of the month, we use the previous day's closing price.
Nikko Bond Performance Index
In order to make bond portfolio evaluation possible in light of a rapidly growing bond market, Nikko Securities developed the Nikko bond performance index (BPI) in 1988. The index has been revised to take into account various recent developments, including the emergence of medium-term government bonds as a major instrument for institutional investors, and deregulation in early 1996 of the primary market for corporate bonds.
Issues must display three properties to be included in the BPI. They must 1) be publicly offered interest-bearing bonds (private placement bonds, discount bonds, and floaters are excluded); 2) have a term to maturity of at least one year (otherwise they are money market instruments); and 3) have an outstanding issue amount of at least ¥1 billion (to provide liquidity). In addition, new issues satisfying these conditions are selected only in the month following their issuance so that their market values may be obtained. The market values of issues included in the index are determined from the closing prices on the TSE for listed government bonds and from the prices by the Nikko Bond Trading Department for unlisted issues.
The rate of return on the BPI is based on value-weighted market capitalization including accrued interest, making the index's cumulative rates of return appropriate measures of performance evaluation. Computation of the BPI involves three steps. First, monthly rates of return for individual issues are calculated. An issue is assumed to be purchased at the market value recorded on the last business day of the previous month and sold on the last business day of the current month. The rate of return computation takes into account coupon payments, redemption rates, and reinvestment profit rates, presuming that funds are reinvested at the overnight secured call rate.
Let A t be the principal rate of return. Then,
where B t is the current month-end market capitalization, Ct is the current-month redemption, and D t-1 stands for the previous month-end accrued interest.
The interest rate return, Et, is defined as
where F t is the current-month coupon received.
Finally, the reinvestment rate of return, G t , is calculated as (5) G t = H t /(B t-1 + D t-1 )100 where H t is the reinvestment profits. The total rate of return It is the sum of the principal rate of return, the interest rate return, and the reinvestment rate of return: (6) I t = A t + E t + G t In the second step, the monthly aggregate rate of return, J t , is computed based on the total value-weighted market capitalization of individual issues, including accrued interest:
Finally, the last step involves derivation of the BPI from an accumulation of monthly aggregate rates of return since the beginning of the sample period, i.e., December 1979: (8) BPI t = PBI t-1 (1 + J t /100) where BPI t is the current month bond performance index, and PBI t-1 is the previous month's index.
Nikko Convertible Bond Performance Index
Nikko Securities also developed a convertible bond performance index (CPI) in 1989. Convertible bonds included meet criteria as follows: 1) an issue must be listed on the TSE; 2) either the closing price or the indication price during both the current and the previous months must be available; 3) the amount of an issue outstanding must be in excess of ¥2 billion; 4) newly listed issues are included--issues listed after the end of the previous month are assumed to be purchased at their closing price on the day they were listed; 5) issues in Seiri-Post are exc luded; and 6) issues scheduled for delisting in the current month are excluded.
The CPI is a cumulative monthly aggregate return of individual issues calculated as follows. First, individual return sources are found. This is accomplished first by computing market capitalization including accrued interest for individual issues for the current month-end (K t), and then determining the cash flow sources during the current month.
The notation is as follows: L t : gross coupon payments including tax; M t : conversions, which is (the amount converted) x (the monthly average parity/100); N t : redemption by purchase, i.e., (the amount of redemption by purchase)X (the monthly average closing price/100); O t : redemption by lottery, i.e., (the amount of redemption by l ottery) x (the final redemption price (generally ¥100)/100); P t : reinvestment of coupon and redemption by lottery, that is, [(L t + O t )] x (the monthly average secured overnight call rate/100) x (reinvestment days/365). The next step is to calculate the monthly rate of return, St, for individual issues as
The third step involves the computation of T t , the monthly aggregate rate of return:
Finally, the current month's convertible bond performance index is the accumulation of the monthly aggregate rates of return since December 1979: CPI t = CPI t-1 (1 + T t /100) Given that the CPI is a market capitalization-weighted index that takes into account accrued interest, monthly coupon payments, conversions, and redemptions during the month, and reinvestment of coupon payments and redemptions by lottery during the month, it is very appropriate for reflecting actual market movements and is a useful benchmark for many types of investors.
RESULTS

A First Look at Stock, Bond, and Convertible Bond Indexes
Exhibit 1 compares the growth in value of five different portfolios over a period of 215 months. It shows that an initial investment of ¥100 at the end of December 1979 in a portfolio of TSE1 stocks would have grown to ¥507.63 by the end of December 1997. (Note that the Composite1 and Composite2 would grow to ¥302.80 and ¥295.75, respectively; they are very similar to TSE1.)
The bond portfolio does a little better; ¥100 invested in it would grow to ¥369.797. The convertible bond market, where the same initial investment would grow to ¥430.11, clearly outperforms both the stock market and the straight bond market. If a period of eighteen years is considered "longterm"--a reasonable assumption--then the Japanese experience provides empirical evidence against the widely believed long-run case for equities.
Exhibit 2 shows the total annual returns between 1980 and 1997 on each of the five portfolios, providing an alternative look at how each portfolio has performed over time. Both Exhibit 1 and Exhibit 2 also indicate how much more steadily the convertible bond portfolio grew, compared to any of the three stock portfolios.
Returns and Risk
For further insight into the diverse performance of each portfolio, it is useful to look at the annualized mean rates of return and standard deviations. The results are presented in Exhibit 3. Over the sample period, the convertible bond index has the highest arithmetic mean, 9.19%. The three stock indexes, TSE1, Composite1, and Composite2, have annual arithmetic mean rates of return of between 8.10% and 8.40%. The bond index has the lowest annual arithmetic mean rate of return at 7.62%.
Of course, a more meaningful measure of an average annual rate of return over time is the geometric mean. Exhibit 1 shows that once again the convertible bond index has the highest annual average return, at 8.44%, followed by the bond index and the three stock indexes.
Also note that the standard deviation, Sigma, of the bond index is only 4.63%, implying a relatively stable return, while the three stock indexes, as expected, are quite volatile, with standard deviations around 19.00%. In terms of riskiness, the convertible bond index is in the middle, with a standard deviation of 11.91%.
But Sigma measures the total risk, and since it fails to take into account the fact that some of the risk associated with individual assets can be diversified away in a portfolio, a better measure of risk is the systematic (non-diversifiable) risk, i.e., a portfolio's Beta. We therefore measure the tendency of both the convertible bond index and bond index to move with each of the three indexes of the stock market; i.e., we estimate the Beta coefficients.
These estimates, which provide much better measures of the volatility of the bond markets relative to the stock market, are given in Exhibit 4. Note that (as Exhibit 5 shows, since the correlation coefficients among the returns on the three stock portfolios are nearly 1.0) the Beta estimates for either bond or convertible bond portfolios against any of the three stock portfolios are very similar. Thus, we could limit our discussion to the betas obtained from any of the regressions, say, those against TSE1.
Summing up, we see that the bond market has 3.3% of the stock market's systematic risk, while the convertible bond market has 46.8% of the market risk.
Performance Statistics
Well-known measures of the performance of a portfolio over time include annualized mean returns, the Sharpe ratio, and Treynor's index. These performance statistics are shown in Exhibit 6. The arithmetic mean, according to which the convertible bond portfolio performs the best, has been mentioned. It is not, however, adjusted for risk and therefore not a good measure of performance. The Sharpe ratio is defined as Sharpe ratio = (R -R f )/Sigma where R is the arithmetic mean return and Rf is the risk-free rate of interest. Given the standard deviation as the measure of risk, the Sharpe ratios indicate that the convertible bond portfolio yields a little less than twice the return of stocks. The risk-adjusted return on the bond portfolio is even more impressive, at more than three times the return on stocks.
We could also use Treynor's index as the risk-adjusted measure of portfolio performance, defined as follows:
The measure of risk now is Beta. Here, for a given risk, the return on convertible bonds is more than twice the return on stocks. Even more incredibly, the risk-adjusted return on bonds is about twenty-three times the return on stocks on the TSE1.
CONCLUSION
According to the conventional wisdom, stock portfolios are the best investment vehicles for longterm investors. This belief is largely based on the past performance of the U.S. stock market. We have asked whether the Japanese stock market shares this experience.
Specifically, we compare the performance of stock, bond, and convertible bond portfolios in Japan over a period of eighteen years, from December 1979 through December 1997.
Once returns are adjusted for risk, whether the risk measured is total risk or systematic risk, the worst performer is the stock market, while the bond market outperforms the convertible bond market. Even in terms of mean returns, unadjusted for risk, the convertible bond market outperforms stocks. These results are contrary to the historical experience in the U.S. as well as to common wisdom.
Of course, historical returns cannot tell us much about future returns in Japan or in the U.S. But they should prompt us to ask several questions. In light of this evidence, can a fund manager continue to advise clients as before? Or is more caution required? Have we all forgotten that stock market is a risky place, and that expectations of continually higher returns from the stock market might be unrealistic?
After all, what is experienced in one industrialized nation may be experienced in another, especia lly in a global economy. 
